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OPI NI ON

This appeal is made pursuant to section
19061.11" of the Revenue and Taxation Code fromthe .
action of the Franchise Tax Board in denying the clains
of Estate of Baldwin M Baldwn for refund of persona
income tax in the amount of $10,019,76 for the taxable
ear ended August -1972; of Maruja B. Hodges, nee Bal dwi n,
or refunds of personal income tax in the anmounts of

"$1,458.09 and $1,126.26 for the taxable years 1972 and

1973; -and of CGeorge and Maruja B. Hodges for refund of

1/ Unless otherwi se specified,, all section, references
are to sections of-thep%@venue ang +axat|on %bde as in
effect for the taxable years in issue.
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personal incone tay in the amount of $5,756.22 for the
taxable year 1974‘.—/

_ ~ This appeal involves various deductions, dis-
tributions and allocations that were either taken by the
Estate of Baldwin M. Baldwin or nmade to the trusts {or

beneficiaries thereof) created under the wll of
Bal dwin M. Baldwin: Specifically, the issues involved in
this appeal are: (1) whether it was proper for respon-
dent to require a di'stribution of'net probate incone to
be ratably allocated between the beneficiaries of Trust A
and Trust B; and (2) whether a $35,000 distribution from
the Estate of Baldwin M Baldw n, and made payable
directly to appellant Maruja B. Hodges, constituted a
"trapping distribution" to Trust A

Under the terns of Baldwin M 'Baldwin's wll,
several trusts were created fromthe residue of his
estate, including the two which are the focus of this
appeal :  Trust A and Trust B. Each trust had separate
i ncome beneficiaries. Appellant Miruja B. Hodges is the
i ncone beneficiary of Trust A and Brian and Bruce Bal dw n .
are the inconme beneficiaries of Trust B.

The proper allocation between Trust A and

~ Trust B of a court-ordered distribution of net probate

income is the first issue requiring -this board's deter-
mnation. The order requiring the distribution was
requested by the beneficiaries of Trust B because of
their dissatisfaction with the progress being made in the
admnistration of the estate. After due consideration,
the court's final action on the petition for prelimnary
distribution of probate inconme was an order requiring an
i nedi ate $200, 000 distribution' of net probate incone to
Trust B to be allocated equally between its two benefi -
ciaries. The court also authorized a distribution of

2/ After an extensive audit regarding the parties'

respective tax liabilities, certain notices of }:r)roposed

assessment were revised and others w thdrawn, he

‘remai nder of the assessnents were affirmed, from which

actions appellants filed this appeal. Appellants have

paid the entire amount of the combined revised notices of

action in order to stop the accrual of interest. Wi t h

respect to those itens which respond-ent has now conceded,

respondent has .indicated it Wi ll conpute the amount of .
any refunds due at the conclusion of this appeal. ‘
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$200, 000 of net probate incone to Trust A for its incone
beneficiary, Miruja B. Hodges. The timng of the distri-
bution was left to the discretion of Marufa B. Hodges and
was to be nade only upon her request.

_ The specific |anguage contained in the court's
order is as follows:

"I'T I'S ORDERED:

1. That a prelimnary distribution of
net probate incone in the anmount of
$200,000.00 be made to the Trustees of
Testanentary Trust B to be all ocated
$100,000.00 to petitioner and incone
beneficiary BRI AN BALDWN, and
$100,000.00 to incone beneficiary BRUCE
BALDWN to be paid forthwith b% such
Testanentary Trustees to said benefi-
ciaries; that a prelininarg di stribution
of net probate incone in the anmount of
$200,000.00 be authorized for distribu-
tion to Trust A for the trust 1ncone
pbeneficrary MARUJA BALDWN, but that the
timng of the distribution of this amount
to Trust A be left to the discretion of

t he said MARUJA BALDWN and be made - only
upon her request to the Trustees of
Trust A, ... (Enphasis added.)

For the year in which the order was entered,
the Estate of Baldwin M Baldw n earned incone totaling
$166,497.06, the entire amount of which the estate
deducted as a distribution to Trust B. Respondent disal-
| owed this allocation on the grounds that section 17762
requires the estate's distributable net income (D.N1.)
to be allocated ratably between the beneficiaries of
Trust A and Trust B, with a corresponding tax liabilit
attaching to each. On appeal, appellants argue that the
entire amount of D.N.1. for the year was allocable to
Trust B and, therefore, taxable only to the Trust B
beneficiaries. Respondent contends that appellants’
position is sustainable only if the beneficiaries of
"Trust A and Trust B are found to occupy different posi-
tions in the two-tiered statutory system providing for
the ordering of incone distributions. Respondent argues
that it is clear that the beneficiaries of Trust A and
Trust B occupy the same tier for purposes of incone !
distributions and nust therefore ratably share the D.N.I.
available for distribution. This is true whether they
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are found to occupy either tier oneor tier two. The tax
consequences which attach to a finding that they occupy
the first tier or the second tier are identical. To the
extent that all distributions are to be nade to benefici-
aries of the same class (that is, either tier one or tjer
two), the D.N.1. nust be allocated ratably anong all the
beneficiaries within the class.

The statutory framework for the two-tiered
system of allocating pb.N.1. between_tiers of taxable
priorities is found in Revenue and Taxation section 1.7762
and Internal Revenue Code section 662. |n essence under
both these statutes, one who has a right to current.
income is placed in the first tier of "taxable priority
and taxed on such income whether or not it is actually
distributed. Section 17762 providesthat a beneficiary
shall include in gross incone "[tlhe anount of income for
the taxable-year required to be distributed . . .,
whether. distributed or n&Jo . . . . " As such, a benefi-
ciary cannot escape tax liability by refusing incone
which is required to be currently distributed. _ (Gant v.
Comm ssioner, 174 r.24 891 (5th Gr. (1949).) Thé decl -
ston to tax rests not on what the parties do or on the
anounts actual |y distributed, but rather upon the right
of the beneficiary to the income.

_ ~ Actual paynent is irrelevant in the case of a
first-tier, mandatory income right. The incone bel ongs
to the beneficiaries.as it arises, and it is taxed to
them The "legal right to receive incone is. .. ., the
basis for determ ning the incidence of the tax.®
(DeBrabant V. Conm ssioner, 90 r.2d 433, 435 (24 Cir.
1937).) Ihe statute arso provides for a second tier of
beneficiaries. Under tier two all anounts '('jproperl
paid, credited, or required to be distributed” to the
- beneficiary are includible in D. N. |

Because of our conclusion that the benefi-
ciaries of Trust A and B occupied tier two, it is
unnecessary to discuss whether a tier-one” distribution
occurred. In order to determne whether atier-two
distribution occurred, it is necessary to determne .
whether the D.N.I. was properly "paid, credited, or
required' to be distributed” to the Trust A beneficiary,
Maruja B. Hodges. ApEeIIant argues that because the
funds’ wer e not requested there was no amount “properly
paid, credited, or required, to be distributed” to her,
and therefore there can be no tax due. Its offer of

roof in this regard is that Trust A recei ved no funds
rom the Estate that year. However, it is well settled
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that actual payment is not required if anmounts are
properly credited to a beneficiary. "An amount which iS
credited ... . is included in the ?ross_lncone of a bene-
ficiary whether or not it is actually distributed."”
(Treas. Reg. § 1.662(a) (1960).) By virtue of the court
order, the Estate was required to _pay $200,000 to Trust B
and to credit an equal ampunt to Trust A In addition,

Trust B was required to pay that amount to its benefit

ciaries, and Trust A was, in effect, required to credit.
that same anount to its beneficiary. In the absence of a

showi ng that these amounts were not "properly" paid or

credited to the beneficiaries, we nust concl'ude that the
D.N.I. for the year in question was properly allocated
ratably between the beneficiaries of Trust A and Trust B
with a corresponding tax liability to each of the
beneficiaries.

_ The second issue requiring our resolution
involves a $35,000 distribution from Baldwin M Baldwn's
estate. In this instance, the question raised is whether
Trust A or appellant Miruja B. dges is taxable on the
$35,000 distribution.

Appel  ants argue that the distribution of

$35,000 to Trust A was a "trapping distribution" taxable

to Trust A Appellants contend that a trapping distribu-
tion can, in fact, be nade directly to an incone benefi-
ciary and that the nere fact that the trust was by-passed
should not be the determnative factor. They also con-
tend that to require a two-step distribution éthat_ls,_a
distribution fromthe estate to the trust and a distribu-
tion fromthe trust to Ms. Hodges) is to elevate form
over substance. Appellants further observe that the
trust'was the income beneficiary of the estate, and,
therefore, no distributions of ‘income could properly have
been made to M's. Hodges directly from the estate.

_ _ Respondent ¢oncluded that the $35,000 distribu-
tion did not constitute a traﬁplng di stribution because
the check which effectuated the distribution was made
?ayable directly to Maruja B, Hodges. |t argues that

here was no distribution of income to Trust A which for
trust accounting purposes would constitute principal, in
order that the income beneficiary (Maruja B. Hodges)
could avoid taxation on the "trapped" inconme distribu-
tion. Respondent, therefore, determned that Ms. Hodges
was' |iable for tax on .the $35,000 distribution to the |
extent of D.N.I., and Trust A was allowed -a refund of its
over paynent .
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A -"trapping 'distribution" is a distribution
fromanestate to a testamentary trust which for'trust
accounting purposes constitutes principal when received,
but which 'for incone tax “urposes carries out taxable
Income. The income taxed to the trust is referred to as
"trapped income." (See generally, Bale, 302-2nd T.M.,
After-Death Tax Planni ng--Paynents and Distributions,
pp. A-17-A-21, (11/24/86).)

Al t hough appel | ants have enphasi zed that Haruja
Hodges was not a beneficiary ofthe Estate and, there-
fore, the Estate could not properly distribute funds'
directly to her, their reliance on this fact is ms-
placed. Odinarily, there is no reason why an executor
IS not permtted to distribute the incone of the estate
directly to the incone beneficiary of a trust. (Hale,
supra, at p. A-20) In fact, Internal Revenue regulations
take it for granted that the executor has the right to
make paynents directly to the income beneficiary of a
trust. ~ (Treas. Reg. § 1.664-1(a)(5)(ii) and (iii)
(1984).) Because the distribution was paid directly to
Mrs. Hodges, we agree with respondent's determ nation
that the distribution in question is not a "trapping
distribution" and conclude that it is instead an exanple
of a "bypassing distribution. where accunmul ated inconme is
distributed directly to the income beneficiary.

" Appel l ants argue that respondent has elevated
form over substance by its insistence that the fact that
payment was made directly to Ms. Hodges precludes the
. £inding Oof a "trappi ng_ istribution.” However, the
literature on this subject, cited bybothappellants and
respondent, makes it clear that in the case of a
. "trapping distribution. there is a real distinction about
bow the distribution is paid, and the attendant tax
consequences are, in fact, quite different depending on
bow and to whomthe noney is paid. Utinately, whois

taxed and 'the rate of tax are dependent on how the noney
is paid; (See generally, Cohan & Primmer “Trapping

. Distributions = The Trap That Pays,™.112 Trust & Es.

766- 799 (Nov. 1973): Hale, supra.)

Ms. Hodges offers two final points in support
of her position, .neither of which is persuasive. First
she observesthat the trust already paid the tax on the
$35,000 distribution: therefore,”tosubject the benefi-

ciary to taxation on the same $35,000 would result in
doubl'e taxation of the distribution. However, respondent
has refunded to the trust the tax it paid on the $35, 000
distribution, thereby negating any double taxation argu=
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nment. In addition, anY injury to Ms. Hodges at this
time by requiring her to satisfy the outstanding |iabil-
ity will be mtigated when, as the income benef|0|ar¥,
she shares in the refund previously paid to the trust,.

Secondly, Ms. Hodges argues that respondent is
bound by the court's approval™ of the executrix's treat-
ment of "the distribution as a payment of principal to the
trust and listed as such in schedule 4 to the second and
final account of the Estate, approved by the court on
August 5, 1974. However, as respondent” correctly points
out, there has been no showng that the rights and
interests of the respective parties have. been determ ned
in an adversarial context. |nstead, a,_22-pa%e listing of
actions taken bY the executrix was submtted To the court
for its approval and the court summarily approved the
distributions. Therefore, —any reliance on apﬁellants
part that such a docunent is dispositive of the issue for
tax purposes is msplaced.

For the reasons stated above, respondent's

action wll be nodified in accordance with its
concessi ons.
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ORDER

Pursuant to the views expressed in the opinion
of the board on filein this proceedi ng, and good cause
appearing therefor,

| T I'S HER&BY ORDERED, ADJUDGED AND DECREED,
pursuant to section 19060 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the clainms of Estate of Baldwin M Baldw n for
refund of personal incone tax in the anount of $10,019.76
for the taxable year August 1972: of Maruja B. Hodges,
nee Baldwi n, for refund of personal incone tax in the
amounts of $1,458.09 and $1,126.26 for the taxable years
1972 and 1973; and of George and Maruja B. Hodges for
refund of personal income tax in the anount of $5,756.22
for the taxable year 1974, be and the same is hereby.
modi fied in accordance with respondent's concessions made
during the course of this appeal. In all other respects,
the"actionof the Franchi se Tax Board is sustained.

. Done at Sacramento, California, this 1st —gay
of April , 1988, by the State Board of Equali zation,
with Bdard Menmbers M. Dronenburg, M. Collis-and M. Davies
present.

’ Ernest J. Dronenburs, Jr. ,  Chairman
Conwav H Collis . Menber
John Davi es* » Menber
, Member
, Member

*For Gray Davis, per Government Code section 7.9
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